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PREFACE

Tax expenditures are selective tax reductions for special
groups of people or for people engaged in special activities.
Examples include the tax deduction for medical expenses and
the tax credit for business investments in certain depreciable
property. By allowing taxpayers to deduct medical costs from
their taxable income or credit a part of investment costs
against their tax, the Government effectively shares those
expenses, no less than if each beneficiary were paid out of
funds that the Congress had appropriated for the purpose.

The beneficiaries have long understood that the Federal
Government was paying part of their costs. Their spokesmen
regularly appear at congressional hearings to support these
tax subsidies. They often record their own costs net of the
tax saving. But the Federal Government itself has only
recently begun viewing the tax reductions as the equivalent
of direct outlays.

This paper is an introduction to the tax expenditures
concept. It has been prepared for congressional staff, exec-
utive personnel, GAO's own staff, and anyone else whose work
involves the Federal budget or who is interested in any of
the program areas in which tax expenditures are used--or may
one day be used--to influence private behavior. The paper
presents criteria for identifying tax expenditures, describes
the relative advantages of tax spending and direct spending,
and explains how tax expenditures budgets are constructed.
Appendix I contains a list of tax expenditures, with a brief
explanation of each provision. An annotated bibliography in
appendix II directs readers to other publications for addi-
itional information.

The tax expenditures concept is based on the idea that
an income tax system can be divided into two parts. One part
contains just the rules that are necessary to carry out the
revenue-raising function of a tax on income: rules prescrib-
ing how net income is to be measured, what the tax unit is,
what tax rates are to apply, and so forth. The other part
contains exceptions to these rules that reduce some people's
taxes but not others'. These exceptions have the same effect-
as Government payments to the favored taxpayers. By identi-
fying these provisions as tax expenditures, officials are
better able to determine the total amount of Government effort
or influence in a program area.

The cost of a tax expenditure is the revenue that the

Government did not collect because a particular provision
was in the tax law. For example, if no tax deduction had been

N @’Z AN g /é@i v
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allowed for medical expenses in 1978 and if tax rates and
other provisions had been the same, the Government would have
collected an extra $2.8 billion in income taxes from individ-
uals. Accordingly taxpayers with medical expenses saved $2.8
billion on their 1978 taxes; or to look at it another way,
the Government "spent" $2.8 billion through the tax system

to help them pay their medical bills. Estimates of the

costs of all tax expenditures in fiscal year 1980 are pre-
sented in appendix I.

The tax expenditures concept is still being developed
and some of its features remain controversial. Many persons
object to the designation of some tax provisions as "expendi-
tures" made through the tax system. We believe that it is not
necessary to agree with the budgetmakers on every line item in
the tax expenditures budgets to find the concept useful. We
hope that this paper will foster a wider understanding of tax
expenditures and encourage those who design, administer, and
evaluate Government programs to pay closer attention to the
many effects of the Federal tax system.

We invite gquestions and comments on this paper. Please
address them to Harry S. Havens, Director, Program Analysis

Division. ’

Comptroller General
of the United States

ii
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7
a0

The Federal Government sponsors many programs to promote
the health of its citizens. They include such familiar
examples as Medicare and Medicaid, the medical research pro-
grams of the National Institutes of Health, and the medical
care provided in Veterans Administration hospitals. A less
familiar program is one in which the Government forgoes $3
billion of revenue to assist one-fifth of the population to
pay its medical and dental bills. This program's benefits
are somewhat oddly structured; the program gives no benefits
to persons unless their medical bills exceed 3 percent of
their income, then pays 14 to 18 percent of the excess to
low income persons, 20 to 30 percent of the excess to middle
income persons, and nearly 70 percent of the excess to persons
with the highest incomes. The program's best feature is
administrative simplicity: the beneficiary does not have to
apply to a Government office and wait for approval and pay-
ment; instead he simply reduces his income tax. Since the
percentage of medical expenses above the floor that is borne
by the Government is by law equal to the highest income tax
rates paid by the beneficiary, and since the program applies
only to persons who itemize deductions on their income tax
returns, the reduction in taxes is accomplished by including
medical expenses in the taxpayers' itemized deductions.

The Government's dedication of money to an activity by
allowing a special reduction in taxes rather than a direct
payment is called a "tax expenditure." 1/ Looking at provi-
sions of the tax law this way emphasizes their similarity
to direct expenditures and suggests that the Federal revenue
losses they create could be "budgeted" the way direct expen-
ditures are. By implication, they must be accounted for
in the budget process if the total Government effort in a

1/The term was invented by former Assistant Secretary of the
Treasury Stanley S. Surrey, from whom the illustration
given in the first paragraph is adapted. Strictly speaking,
the term "tax expenditure" refers to the "spending" itself,
the amount of revenue lost, rather than to the tax law pro-
vision that gives rise to the spending. But this distinc-
tion is seldom observed by writers on the subject, and it
is common to refer to provisions of the law as "tax expendi-
tures," as is done in this paper. Tax expenditures have
also been called tax incentives, tax subsidies, tax bene-
fits, tax preferences, loopholes, backdoor spending, and
the like.



program area is to be known. This is the concept of the
"tax expenditures budget," which was added to the budget-
making process by the Congressional Budget and Impoundment
Control Act of 1974.

The tax expenditures concept is merely one way of looking
at tax provisions. The Congressmen who enacted the deduction
for medical expenses probably did not think of themselves as
appropriating money to pay some taxpayers' medical bills. The
deduction is identified as a tax expenditure because its
effect is to subsidize medical care (regardless of its origi-
nal purpose).

Identifying such effects as subsidies is exactly the
reason for constructing tax expenditures budgets. By lumping
together the total Government support for an activity, inclu-
ding direct payments, loans, loan guarantees, and tax expendi-
tures, it is possible to evaluate that support in ways that
might not otherwise be apparent. One type of support may be
far more (or less) effective than others, leading to a
restructuring of the support. The effects of the tax expen-
diture may conflict with the goals of the direct payment pro-
grams, and hence one or the other should be changed. It might
be that the existence of one type of program makes another
redundant. Both tax expenditure and direct expenditure poli-
cies can benefit from this type of analysis.

Thinking of tax reductions as the equivalent of direct
expenditures can also be useful in other analyses, such
as studies of program costs. In fact, an excellent example
of this use of the concept appears in a 1973 GAO report
on the Navy's leasing of tankers (prepared by auditors who
had never heard the term "tax expenditures”). 1/ The Navy had
concluded that it was cheaper to lease certain tankers for
its cargo fleet than to buy them. However, the Navy was able
to lease the ships at less than economic cost because the
lessors were willing to "lose" money (for tax purposes) on
the contracts and make their "profit" in tax savings, by
deducting the paper losses from income from other sources.
GAO contended that the tax losses were just as much a cost
to the Government as the direct outlays appearing in the
Navy's budget and should therefore have been counted as a
cost in deciding whether to lease or buy the ships. 2/ These
tax costs are exactly what is meant by tax expenditures.

1/"Build and Charter Program for Nine Tanker Ships,"
August 15, 1973 (B-174839).

2/This example is discussed in more detail in chapter 5.
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DEVELOPMENT OF TAX
EXPENDITURES BUDGETS

Although the idea that special tax reductions are equiv-
alent to direct expenditures had already been expressed
several years earlier, the first tax expenditures budget in
the United States only appeared in the Secretary of the
Treasury's Annual Report for 1968. It was a listing of a
few provisions of the Internal Revenue Code that allowed
tax reductions for designated activities or specific groups
of taxpayers, with an estimate of their "cost" to the Govern-
ment in uncollected taxes. Several expanded versions were
later prepared as the usefulness of the concept was recog-
nized. Such budgets are now required by law in the budgets
prepared by both the executive branch and the Congress. At
least one State regularly prepares a tax expenditures budget
for all its taxes. The concept has been much discussed in
the tax literature. More than 90 tax expenditures have been
identified in the Federal individual and corporation income
taxes; the total revenue loss attributed to tax expenditure
provisions has been estimated at over $100 billion for
1979. 1/ Proposals to create new tax expenditures are regu-
larly presented in such policy areas as energy conservation,
pollution control, and college education.

In spite of its growing use the concept is still unfam-
iliar to many persons, and to some people it still carries
unpleasant connotations. The idea ‘that the Government wants
to "budget" uncollected tax monies suggests to some a confis-
catory tax, as if the Government were entitled to all of a
taxpayer's income.

This is not the meaning intended by those who originated
or those who now use the tax expenditures concept. Their
view is that the purpose of the tax system is to raise
revenues for the Government, that there are rules for deter-
mining who is to bear what share of the tax burden, and that
when those rules are bent to benefit some special group or
promote some special activity, the result is the same as
if the money had been collected according to the rules and
returned to the special beneficiaries by direct appropria-
tion.

1/The revenue loss estimates used in the body of this report
come from Special Analyses, The Budget of the United States
Government for Fiscal Year 1980 (Washington: U.S. Govern-
ment Printing Office, 1979), Special Analysis G.
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PURPOSE OF THIS PAPER

This paper has been prepared to introduce the tax
expenditures concept to GAO personnel and others who work
in Federal program areas affected by tax expenditure provi-
sions. The tax expenditures concept is growing in importance.
It is to be found today in tax reform proposals, program
costs and agency budgets, surveys of alternative means of
financing, or any of the multitude of areas where tax incen-
tives are used or proposed to influence behavior (ranging
from national defense to home gardens). Other countries,
such as Canada, West Germany, and the Netherlands, are
preparing or studying tax expenditures budgets.

Tax expenditures budgets and explanations of some aspects
of them are published annually by the Office of Management
and Budget, 1/ the Congressional Budget Office, 2/ and
congre551onaT committees. 3/ Tax lawyers and economists
interested in the subject have published a number of detailed
discussions of the concept. This paper assembles information
from those sources in an attempt to provide a reasonably
complete and not overly technical discussion of the topic.

Chapter 2 describes the criteria necessary to define
the concept and to identify Internal Revenue Code provisions
that create tax expenditures. Chapter 3 discusses how such
provisions get into the law and reviews some of the arguments
made for and against the use of tax expenditures. Chapter
4 covers the construction of tax expenditures budgets.
Chapter 5, which brings up a few of the problems that have
not yet been resolved in the definition and uses of the con-
cept, is slightly more technical than the rest of the paper
and may be omitted by those seeking only familiarization.
Appendix I lists all the tax expenditures that are currently
identified, presents the Congressional Budget Office's esti-~
mates of their cost for fiscal year 1980, and provides a

l/Special Analyses, The Budget of the United States Govern-

ment (Washington: U.S. Government Printing Office,
annual).

2/Five-Year Budget Projections and Alternative Budgetary

Strategies, Supplemental Report on Tax Expenditures
(Washington: Congressional Budget Office, annual).

g/E.g., U.S. Congress, House Committee on Ways and Means,

Estimates of Federal Tax Expenditures, Committee Print,
annual.




brief description of each one. Appendix II contains a
bibliography of published tax expenditures budgets and articles
discussing various aspects of the concept for those who want
more information than this brief paper provides.



CHAPTER 2

IDENTIFYING TAX EXPENDITURES

The mere fact that a tax provision can be construed as
serving another purpose besides determining tax liability
does not make it a tax expenditure. Allowing an exemption
for each child, for example, might be said to encourage
large families; but it may also represent society's judgment
that a family's income does not belong entirely to the person
who earns it. Nor does the fact that a tax reduction could
be considered the equivalent of a direct outlay make it a
tax expenditure. The exemption from tax of persons earning
less than a certain amount of income could be considered the
equivalent of welfare payments; but it may be based on noth-
ing more than the fact that for administrative reasons the
first dollar of income is not the best starting point for
an income tax. (A tax on very low incomes can cost more to
collect than it brings in.) More is needed to define the
concept.

DEFINING TAX EXPENDITURES

The original 1968 tax expenditures budget defined a tax
expenditure provision as a deduction, exemption, credit, or
exclusion designed to promote some objective other than the
measurement of net income, such as "economic growth or a
desirable expenditure pattern by taxpayers." This type of
provision was contrasted to the part of the tax system
designed to measure net income, which was said to conform
to "widely accepted definitions of income and standards of
business accounting” and the "generally accepted structure
of an income tax." 1/

Similar definitions have been used in later budgets.
The Special Analyses that accompany the President's budget
have added references to a "theoretically pure income tax"
and the "international norms” of taxation. 2/

The statutory definition was established by the Congres-
sional Budget and Impoundment Control Act of 1974. Tax

1/Annual Report of the Secretary of the Treasury on the
State of the Finances for the Fiscal Year 1968 (Washington:
U.S. Government Printing Office, 1969), pp. 326-27.

2/Special Analyses, The Budget of the United States Govern-
ment for Fiscal Year 1979 (Washington: U.S. Government
Printing Office, 1978), pp. 152-53.
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expenditures were defined as "those revenue losses attribut-
able to provisions of the Federal tax laws which allow a
special exclusion, exemption, or deduction from gross income
or which provide a special credit, a preferential rate of tax,
or a deferral of tax liability." 1/ Committee reports said
that the provisions the Congress had in mind were those that
deviated from the "normal tax structure for individuals and
corporations." 2/

These definitions are all nearly the same, and they
establish one aspect clearly: some features of the existing
income tax system reflect a widely shared view of the way a
"normal" income tax should be designed to raise revenue,
while some features reduce taxes on certain selected groups
of persons. Therefore, a provision that reduces taxes below
those required by the normal tax structure is a tax expendi-
ture, and establishing criteria for identifying tax expendi-
tures becomes primarily a task of defining the "normal"
tax system.

THE NORMAL TAX STRUCTURE

A normal tax structure is a theoretical model embodying
principles of fairness and neutrality generally agreed to
underlie a nation's tax system. It is of course a pure
abstraction; no such structure can be found on any nation's
law books. Some ambitious persons have labored to build
systems that would perfectly reflect these underlying prin-
ciples, but without much success, because it is impossible
to persuade all persons to agree on what features are fair
and what are not.

For the same reason, no two persons are likely to agree
on every detail of the "normal tax structure." Critics of the
tax expenditures concept maintain that these disagreements
discredit the concept. The fact is, however, that a number
of remarkably consistent tax expenditures budgets have been
constructed, implying broad agreement on many of the features
of the normal income tax structure among those who construct
the budgets. It would be overstating matters to say that
there is equal agreement on the details of the structure

1/Section 3(a)(3), Congressional Budget and Impoundment Con-
trol Act of 1974, Public Law 93-344 (31 U.S.C. 1302).

2/U.S. Congress, House, Congressional Budget and Impoundment
Control Act of 1974, Conference Report No. 93-1101 to accom-
pany H.R. 7130, 934 Cong., 2d sess., June 11, 1974, p. 50.
The quotation is from the Senate version of the bill.

7



among tax scholars generally--tax expenditures budgets, after
all, are only constructed by partisans of the concept, not
by those who spurn it. But it is probably accurate to say
that most of the central features of the normal tax system
are not seriously in dispute. Disagreements are more common
over certain peripheral features of the normal structure.

The weightiest objection to the tax expenditures con-
cept comes from those who deny that a normal tax structure
can be defined. They disclaim the existence of universal
norms of taxation that can be elaborated into a complete
tax structure. In their view any tax structure is inescapably
arbitrary because it must contain details that cannot be
derived from the original norms. These critics believe that
none of the tax expenditures budgets are useful because they
merely catalogue deviations from a standard that was com-
pletely arbitrary in the first place. If the standard were
changed the budgets would be too.

The current view among tax policymakers is that it is
possible to reach broad agreement on enough features of the
normal income tax structure to prepare a meaningful tax expen-
,ditures budget for the Federal income taxes. There are still
other features that many scholars think should be in the
normal structure; until now, however, the budgetmakers have
been unable to agree upon their inclusion. Work continues on
the architecture of the normal tax structure and one day more
details may be added, leading to the identification of new
provisions in the Internal Revenue Code as tax expenditures
or the deletion of some 0ld ones from the list.

There are a number of problems that any tax system must
solve. For an income tax the normal tax structure must
include a definition of income. It must provide ways of de-
ciding who is liable for the tax, which is the same as decid-
ing who owns the income. It needs rules for deciding how the
income is to be accounted for (and for what period). It needs
rules for determining allowable deductions. (Some deductions
are implied in almost any definition of income, such as the
cost of goods sold and other expenses of earning income.) It
must have a schedule of tax rates. It must determine how to
tax certain legal entities, such as corporations and trusts.
And it must be applied to taxpayers operating across inter-
national boundaries.



In the following sections some of these problems will
be examined and the solutions implied in the tax expenditures
budgets will be used to define the "normal tax structure for
individuals and corporations." 1/

Income

Income in the normal structure is intended to be as
comprehensive as can be accurately determined. The starting
point is the concept known as the "total accretions" defini-
tion of income, more often called the "Haig-Simons" defini-
tion, after two of the economists who developed it.

Robert Murray Haig defined income as the increases in
one's economic power capable of being valued in money. Eco-
nomic power means the power to satisfy one's economic wants
and consists of either current consumption or the wealth
available for future consumption; so, according to Henry
Simons, this income is equal to the sum of consumption expen-
ditures and changes in net wealth. Haig-Simons income, then,
is the money value of all consumption in a given period, plus
or minus the money value of all changes in net wealth between
the beginning and end of the period.

The advantage of defining income in terms of its uses
(consumption or accumulation) instead of its sources is to
obviate arguments whether one dollar is different from
another. It is possible to maintain that "capital gains" are
not the same as "wages"; but in the hands of the recipient
a dollar of one is useful in the same way as a dollar of the
other. Thus anything that is useful for consumption (now
or in the future) is income, and no discussion of its source
is necessary.

This definition of income includes many things not
usually thought of as income. Gifts are income to the recip-
ient because a dollar received by gift is no different from
any other dollar. The money value of all goods and services
received is income, because a free lunch or airplane ticket
represents just as much consumption as a purchased one. An

1/0One flaw in this approach is that some admitted tax expen-
ditures are left out of the budgets for practical reasons.
Some tax expenditure provisions involve revenue losses
too small to be worth estimating. Other provisions that
may create significant tax expenditures are omitted because
the data necessary to estimate their cost are completely
inadequate. The following discussions try to allow for
these deliberate omissions.

9






